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Answer ANY FOUR (4) of the EIGHT (8) questions provided 


Question 1 

Consider Harberger’s approach to measuring the benefits of an output from a new project in 
a closed economy with no distortions. Describe the conceptual basis for measuring this benefit 
when the total quantity of the output partially meets new demand and partially substitutes for 
existing supply. Use a demand/supply model for this description. (20 marks) 


Question 2 
What are the conceptually correct measures of benefits and costs in benefit-cost analysis? 
Describe them and explain why they are considered to be conceptually correct. (20 marks) 


Question 3 

Imagine you are an economist at The Treasury of the Australian Government working within 
a team that has been tasked with undertaking a benefit-cost analysis of a proposed carbon- 
pricing policy to be imposed upon electricity generators. The major economic effect of the 
policy will be an increase in electricity prices to consumers. What do you consider to be the 
main benefits arising from such a policy? Discuss this question and outline how these benefits 
would be valued as well as the difficulties associated with doing so. (20 marks) 


Question 4 

The following questions all concern a proposal to build a dam with the purpose of storing and 
supplying water to be used for the irrigation of a large area of agricultural land in a developing 
country. The benefits of the proposal largely arise from the increase in agricultural output from 
the farms receiving irrigation water. 


a) A benefit-cost analysis of this dam project includes within the benefits an increase in 
the output of suppliers of agricultural inputs within this area. These secondary market 
benefits arise from an increase in expenditure on inputs by farmers. Should these 
secondary benefits have been included in the analysis? Justify why they should or 
should not be included. (10 marks) 


oO 
~~ 


Suppose that agricultural policy in this developing country is designed to keep the prices 
that farmers receive for their products above the market equilibrium level. Should the 
benefits that farmers receive from output increases deriving from the project be 
adjusted to take account of this policy? Explain the reason for your answer. (10 marks) 


Question 5 

Benefit-cost analysis has been attacked from a variety of perspectives. Clearly state what you 
believe to be the most important of the conceptually valid criticisms of the use of benefit-cost 
analysis as a guide for public policy making and justify your choice. (20 marks) 
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Question 6 
Define and briefly discuss the significance of each of the following concepts using examples 
and diagrams where appropriate: 


a) The Kaldor-Hicks criterion. (5 marks) 

b) An actual Pareto improvement. (5 marks) 
c) Total economic value. (5 marks) 

d) Cross-over values. (5 marks) 


Question 7 

Why are future benefits and costs converted into present values in benefit-cost analysis? 
Answer this question by carefully explaining the economic basis for discounting the future. 
(20 marks) 


Question 8 

The Australian government is considering construction of a permanent dam (i.e. a dam that is 
expected to last forever) which will provide irrigation water to a large area of agricultural land. 
The cost of dam construction will be $830 million and this will be incurred in Year 1. The annual 
net benefits of irrigation will depend upon the amount of rainfall in any year: $36 million in a 
“dry” year, $58 million in a “wet” year, and $ 104 million in a “flood” year. Meteorological records 
for this area indicate that over the last 100 years there have been 86 “dry” years, 12 “wet” 
years, and 2 “flood” years. Assume the annual net benefits begin to accrue at the end of the 
first year and last for perpetuity. 


a) Using the meteorological records as a basis for prediction, what are the net benefits 
of the dam if the discount rate is 5%? (Note: The formula for calculating the present 
value (PV) of a perpetual annuity (Pa) (a benefit that lasts forever) is, PVPa=Pa/i, 
where i = the discount rate) (12 marks) 


b) Investigate how sensitive the net present value of this project is to changes in the 
discount rate. (8 marks) 
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